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Planning for Retirement and Death of a Partner
-by Neil E. Harl*
 Although the number of farm partnerships remains modest,1 the  increase in use of 
limited liability companies in recent years2 has contributed to the need for planning for the 
retirement and death of partners in general partnerships, limited partnerships, limited liability 
companies (LLCs) and limited liability partnerships (LLPs), all of which are essentially taxed 
as partnerships.3 The significant differences in treatment of a partner at retirement and death 
compared to a sole owner or co-owner of assets add to the importance of careful planning in 
advance of either event. 
Possible outcomes at the death of a partner
 Upon the death of a partner, there are several possible outcomes, all with differing tax 
consequences.4 
 Deceased partner’s interest purchased by surviving partners under an agreement effective 
at death. In many ways, this option mirrors the sale of a partnership interest.5  Gain or loss is 
recognized to the transferor partner with the gain or loss considered as a sale or exchange of 
a capital asset6 except for unrealized receivables of the partnership7 and inventory items8 of 
the partnership which are reported with ordinary income or loss treatment.9
 The income tax basis to the decedent’s successor is the fair market value of the partnership 
interest at death, reduced by the value of the deceased partner’s share of unrealized receivables 
(which are considered income in respect of decedent and do not receive a new basis at death) 
and increased by the decedent’s share of partnership liabilities.10 Substantially appreciated 
inventory obtains a new basis at death and is not included in income in respect of decedent.11 
Thus, on the sale, unrealized receivables produce ordinary income and the rest of the sale 
produces capital gain or loss. 
 Because the decedent’s interest is terminated by sale at death, the taxable year of the 
partnership closes as to the decedent.12 The distributive share of partnership income to the 
date of death is reported on the decedent’s final return.13
 It is important to note that a sale of a partnership interest is distinguished from a liquidation of 
the interest. With a sale, the buyer is someone other than the partnership (such as the surviving 
partners); if the obligation to pay is the responsibility of the partnership, the transaction is a 
liquidation of the deceased partner’s interest.  
 The deceased partner’s interest may be liquidated by the partnership. If the arrangement is 
a liquidation of the deceased partner’s interest, the procedure is governed by I.R.C. § 736. A 
distinction is drawn between payments in exchange for the decedent’s capital interest in the 
partnership and other payments.
  ____________________________________________________________
  *  Charles F. Curtiss Distinguished Professor in Agriculture and Emeritus Professor of Economics, 
Iowa State University; member of the Iowa Bar.
business is carried on by any of the partners or 50 percent or more 
of the total interest is sold or exchanged. 
 A retiring partner’s tax treatment is similar to that for an estate 
but with the retiring partner’s basis is determined from the original 
contribution or purchase price. On sale or liquidation, a retiree 
reports ordinary income on the share of unrealized receivables 
(including any recapture) and substantially appreciated inventory. 
A retired partner cannot allocate to inventory any part of the basis 
of the partnership interest in excess of the amount that was the 
basis of the inventory in the partnership. 
I.R.C. § 754 election, I.R.C. § 743 election and I.R.C. § 732(d) 
election
 A partnership may make an election for a new partner (as to the 
purchase price if above basis) or the successor to a deceased partner 
(as to the excess of the new basis at death over the pro rata share of 
the basis of partnership property) to adjust the basis of partnership 
property for purposes of property distributions by the partnership 
and to all transfers of interests in the partnership.25 If the election 
is made, it applies to give the partner involved a “special” basis 
for each property for purposes of sale or depreciation or both.26 A 
partnership with a Section 754 election in effect –
• Increases the adjusted basis of partnership property by the 
excess of the transferee’s basis for the transferred partnership 
interest over the transferee’s share of the adjusted basis to the 
partnership of the partnership’s property, or
• Decreases the adjusted basis of partnership property by the 
excess of the transferee’s share of the adjusted basis of the 
partnership of the partnership’s property over the transferee’s 
basis for the transferred partnership interest.27
For the transfer of a partnership interest by sale or exchange or 
as a result of the death of a partner, the transferee’s basis in the 
transferred partnership interest is determined under I.R.C. § 742.
 If an installment sale is later implemented, and a loss results to 
the electing partner because of the basis increase, the partnership 
can report a gain and the electing partner can report a loss.28
 A major concern on death of a partner in a farm partnership is in 
obtaining the advantage of the new basis at death. If a partnership 
interest is sold at death, under an agreement with the other partners, 
the problem does not arise as noted above. If the estate continues as 
a partner, the advantage of the new basis at death can be obtained 
if the partnership elects to increase the basis for the estate under 
I.R.C.  § 743 if a Section 754 election is in effect.29 In that event, 
the estate is treated as having a basis for depreciation or sale on 
its share of each item of property equal to the new basis obtained 
at death. The opportunity to make this election expires when the 
next tax return of the partnership is filed.30 If not made then, the 
election is too late.31
 Because of the possible negative effects of a Section 754 
election on the other partners, an election by the new partner, 
not the partnership, could be made under I.R.C. § 732(d) which 
assures an increased basis for property distributed within two years 
of when the partnership interest was acquired.32 This election is 
only available if an I.R.C. § 754 election is not in effect.33 The 
adjustments in basis must be allocated among the assets.34 A 
• The decedent’s capital interest is usually treated as a sale or 
exchange except that – (1) no amount is treated as partnership 
goodwill unless the partnership agreement so provides, in 
which case the good will should receive a new basis at death 
and any gain would be long-term capital gain; (2) payments 
for unrealized receivables produce ordinary income (as income 
in respect of decedent); (3) there is no recapture income at 
death; and (4) the balance of the partnership interest, including 
appreciated inventory, receives a new basis at death so little 
gain or loss should result.14 If the  partnership agreement 
provided that goodwill is an asset, the goodwill receives a 
new basis at death and any gain thereafter is long-term capital 
gain. 
• Payments that are not regarded as being in exchange for 
the deceased partner’s interest in  partnership property are 
treated as a distributive share of partnership income, taxable 
to the decedent’s successor in interest as ordinary income and 
deductible by the partnership in computing its income (whether 
based on a share of partnership income or are fixed payments).
These are referred to as “other payments” or “Section 736(a) 
payments.”15
 The amount paid in exchange for the deceased partner’s interest 
in partnership property is the partner’s pro rata share of the 
value of partnership assets at the date of death. Any additional 
payments are “other payments.”16 Payments for the decedent’s 
share of unrealized receivables are always “other payments” and 
are not part of the payments for the capital interest.17 Payments for 
inventory are payments for part of the capital interest even though 
the inventory is appreciated.18 
 Where payments are paid in installments, formerly the partnership 
year did not close for the decedent partner or the decedent’s estate 
or successor nor did the partner’s interest terminate until the entire 
obligation was paid.19 Partnership income to the date of death was 
not reported in the decedent’s  final return but the entire year’s 
income was reported at the  end of the partnership year.20 However, 
for years beginning after 1997, the partnership’s year for the 
decedent closes if it involves termination of the  entire interest in 
the partnership whether by death, liquidation “or otherwise.”21
 The basis of the partnership interest in the hands of the estate 
or successor in interest is the fair market value of the partnership 
interest at death reduced by the amount of the deceased partner’s 
share of unrealized receivables and increased by the partner’s 
share of partnership liabilities. Unrealized receivables retain their 
character as income in respect of decedent and do not receive a 
new basis at death.22
 Deceased partner’s estate or successor may continue as partner. 
With this option, the successor steps into the shoes of the decedent, 
the taxable year of the partnership does not close23 and the estate 
or successor reports all of the income for the year of death. If 
there is an increase in basis, the increase cannot be added to the 
successor’s share of the basis of assets inside the partnership unless 
the partnership makes an election under I.R.C. § 754. If some act is 
not taken to terminate or liquidate the partnership, it continues with 
the decedent’s estate or successor in interest treated as a partner for 
tax purposes even though there are only two partners.24 Termination 
occurs only if the partnership is discontinued and no part of the 
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ADvERsE PossEssIoN
 ABANDoNED RAILRoAD TRACKs. The disputed 
property had been a railroad right-of-way neighboring the 
plaintiffs’ farm. When the railroad removed the track and ties 
in 1976, the plaintiffs fenced the disputed land and used the 
land for growing crops, pasturing cattle and flood control.  At 
that time the railroad still held title of record for the disputed 
land.  The defendant pipeline company purchased the land 
from the railroad in 2001 for construction of a pipeline. The 
plaintiffs notified the defendant that they claimed ownership of 
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the disputed land but the defendant ignored the notice, based on 
the defendant’s recorded title. The trial jury awarded title to the 
land to the plaintiffs and awarded actual and exemplary damages 
to the plaintiffs. The appellate court upheld the jury verdict of 
title by adverse possession in the plaintiffs because the verdict 
was supported by substantial evidence of open, continuous and 
adverse use by the plaintiffs, particularly because the property was 
fenced by the plaintiffs. The appellate court reversed on the issue 
of damages, holding that insufficient evidence of the value of the 
loss of use was presented, insufficient evidence was presented as 
to loss of value of neighboring land, and insufficient evidence of 
malice was presented to support the exemplary damages.  Kinder 
Morgan North Texas Pipeline, L.P. v. Justiss, 2006 Tex. App. 
partner’s election relates only to property distributed out of the 
partnership.35 If the partner’s election is utilized, it is generally 
advisable to liquidate quickly and avoid additional partnership 
income after the death of the partner.
self-employment tax in the year of death
 For social security purposes, the distributive share of a partner 
for the year of death up to the end of the month in which the 
partner died is reported as self-employment income for the year 
of death.36 For purposes of determining the partner’s distributive 
share up to the date of death, the ordinary income or loss of 
the partnership is treated as having been realized or sustained 
ratably over the partnership’s taxable year.37 There is no election 
involved.  
In conclusion
 Planning for retirement or death of a partner is demanding but 
the payoff can be substantial. Typically, the greater problem is to 
energize the partners into examining the options  available
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